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SACRAMENTO UPDATE ON LEG4LATIVE ANALYST’S OFFICE(LAO) ANALYSIS
OF THE GOVERNOR’SFY 2004-05BUDGET

On January9, 2004, newly electedGovernor Arnold Schwarzeneggerreleasedhis
FY 2004-05 Budget proposalto close an enormousand growing State budget gap.
Today, the LAO releasedits detailedanalysisof the Governor’sproposalcalling it “a
solid startingpoint for budgetarynegotiations~”However,the LAO hastenedto addthat
“a considerableamountof work remainsto be doneto bring FY 2004-05into balance
andto fully resolvetheState’schronicbudget-relatedproblems..~(and)that evenif all of
its elementswere adopted,FY 2004-05would endwith a GeneralFunddeficit of $03
billionS” Also of concern,the estimatedstructural deficit ~— the recurringgap between
revenuesandexpencfltures— would be approximately$7 bilflon in FY 2005-06and $5
billion in future years. Of specialinterestto the County,the LAO recommendsthat the
Legislaturerejectthe Governor’s$13 billion shift of local propertytaxesto schoolsand
suggestsan alternativeway to achievethesamesavings.

THE ECONOMIC/REVENUEOUTLOOK

The LAO and the Governorare in basic agreementon their assumptionsabout the
economyand revenue growth. Both anticipatethat the recent improvementin the
economy will continue through 2005 with correspondingrevenue growth in the
5 to 6 percent range, providing almost $2 billion beyond what was forecast in the
FY 2003-04budget. However, the LAO projectssomewhatlower personalincome tax
revenuesin thecurrentand budgetyear, which they project will be $1 billion lessthan
assumedin the Budget.
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TOTAL STATE SPENDING

While the Governor’sBudgetshowstotal Statespendingdeclining slightly (0.2 percent)
from the current year to $972 billion, when adjusted for the use of the economic
recoverybond, total spendingin thebudgetyearwould be $100.2billion, a6.1 percent
increase. Similarly, General Fund expenditureswould increaseto $82 billion or
5.4 percent. Much of the increaseis a result of theexpirationof one-timesavingsand
revenuesusedin FY 2003-04. Worthy of note, accordingto the LAO, the estimated
deficit for the FY 2002-03budgethas improvedby $2.1 billion which hasallowed the
Administrationto usefewer bond proceedsto pay off prior yeardeficits andto start the
budgetyearwith a$679 million reserve. As aresult, theStatehasmorebond proceeds
“left over” to addressthebudgetshortfall in futureyears.

THE BUDGET SOLUTION

According to the LAO, the Governor’sBudgetproposesto closean $18 billion budget
gap through a combination of solutions of which 40 percent reflect program
reductions/savingsand 60 percentresultfrom the useof theeconomicrecoverybond,
other loans and borrowing, a major cost shift to local governments,and a variety of
othermeans, Of the$14.4billion of thesolutionsin the FY 2004-05 Budget,the LAO
estimatesthat$5.3billion, or 37 percent,areone-timeonly.

Theeconomicrecoverybond,which mustbe approvedby thevotersin March, accounts
for $5 billion of the budget solutions, including about $3.7 billion from the bond and
$1.3 billion from lower debtservicecosts. Of the$15 billion maximum in borrowingthat
the bond would authorize,the Budgetusesonly $8.6 billion to cover prior yeardeficits
(reflecting the $2.1 billion improvementnotedabove)and$3.7billion for thecurrentand
budget year. As a result, therecould be as much as $2.7 billion available for other
budgetsolutions. The LAO notesthat if the recoverybond is not approvedby thevoters
and the State has to rely upon the deficit bond approved in last year’s budget, the
allowable amount of that bond is now only $8.6 billion — the new prior year deficit
amount, As a result, the Legislaturewould have to find an additional $5.0 billion in
alternativebudgetsolutionsto replacethebudgetsavingsthatthe LAO attributesto the
economicrecoverybond.

THE LAO’S FINDINGS

In assessinghow well the Budget addressesthe State’s budget problem, the LAO
assumesthat proposedreductions could not be implementedbefore April 1 at the
earliest. As aresult, the LAO concludesthat:
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the Budget is modestly out of balance by less than $1 billion instead of having a
$600 million reserve due to the LAO’s lower revenue estimate and higher
expenditure estimates;

• there are serious threats to the Budget that could increase the shortfall to about
$4 billion, especially a legal challenge to the use of pension obligation bonds,
some major lawsuits, and tribal gaming revenues to be negotiated;

• a $7 billion operating shortfall is likely for F’( 2005-06, largely a result of the
expiration of over $5 billion in one-time savings, and the ongoing structural deficit
will remain around $5 billion through FY 2008-09; and

• the Administration’s reform proposals, which are counted on to bring down future
year spending, have yet to be developed.

CONSIDERA11ONS FOR ThE LEGISLATURE

The LAO raises a number of observations and questions for the Legislature to consider.
The first is that the budget does not entirely solve the problem for FY 2004-05, even if it
were adopted as proposed, and more so if the Legislature rejects some of the
Governor’s solutions. More solutions will be needed. The second is whether the
Budget pushes too much off into the future by not addressing the structural gap more
completely. The third is whether, given the first two points, as well as the seventy of the
reductions in the Proposed Budget, additional revenues should be considered. The
fourth is a warning to the Administration that if significant savings are to be achieved
from their reforms, they need to translate them Into concrete proposals for timely
consideration by the Legislature. And finally, the Legislature is advised to address the
budget shortfall through timely and decisive action to maximize the potential savings
from whatever budget solutions they adopt.

The LAO has provided comments and recommendations on the Governors specific
recornmendations in their detailed analysis of the Governors Budget. Their
recommendations on items of interest to the County are discussed below. In addition,
the LAO has provided about 12 pages of additional options for addressing the budget
problem that County departments will be asked to review and comment on as soon as
possible.

Sacto Update/sacto lao analysis~,vnrfy2004-05 bud 021804
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SPECIFICRECOMMENDATIONS

ThePropertyTax Shift

For “policy and practical” reasonstheLAO recommendsstronglyandeloquently
againstanothershift of local propertytaxesto schools. Such“a suddenandmajor
lossof generalpurposerevenues... is not ... a budget‘solution’ in any real sense;it is
simply a transfer of fiscal problems from one level of government to another.”
Interestingly,the LAO makesspecialmentionof the fact that countieswould contribute
over three-quartersof theamountshiftedfrom non-redevelopmentagencieswhereasin
thetwo previousshifts theywere lessthanhalf of thattotal.

Instead,the LAO offers an alternativeto save$1.3 billion that by its own admission
“representsan undesirableintrusion into local finance” which they believe uwould have
fewer negative effects on local governments and their residents than the
Administration’sproposal.” The four elementsof thealternativeinclude:

o the elimination of threerestrictedpurposesubventions:Citizens Option for Public
Safety (COPS)($100 million), JuvenileJusticeChallengeGrants ($100 million)
andthe Public Library Foundation($16 million);

o a $400 million propertytax shift from both enterpriseand nonenterprisespecial
districts with the allocationby district determinedin eachcountyby the Board of
Supervisors;

• a$320 million propertytax shift from redevelopmentagenciesbasedon asliding
scalethat reflects their amountof land underdevelopment,as well as whether
theymetaffordablehousingobligationsandhealthandsafety requirements;and

• a$200 million reductionto both cities andcountiesto be accomplishedthrougha
.08 reduction in the local salestax rate (and a correspondingincreasein the
Staterate), with an adjustmentto countyVLF allocationsshifting VLF revenueto
cities to limit their lossto $200million.

According to the LAO, this alternative“focusesa largerpercentageof the propertytax
losseson thoseagenciesthatcan offset revenuereductionsthrough userfeesor other
revenues,if the community so desires.” In the processit would reducethe loss of
discretionaryor general-purposerevenuesto cities and counties and the resulting
impacton local services.
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Health

Children’s Medical Services, The Budgetdecreasesfunding for Children’s Medical
ServicesPrograms(CMS) local assistancefundingby $40.7million, for a total of $198.6
million. It would alsocap enrollment in the GeneticallyHandicappedPersonsProgram
(GHPP) and California Children’s Services (CCS), establishinga waiting list when
enrollmentwould exceedtheproposedcaps. The LAO recommendsrejectionof the
proposedcaps becauseof administrativedifficulties and equity issues which
outweighthepotential benefits.

HIV/AIDS Treatmentand Prevention. The Budget includes $323.4 million for the
Office of AIDS Treatmentand PreventionProgram,adecreaseof $6.6million belowthe
2003 BudgetAct, Enrollmentin the AIDS Drug AssistanceProgramwould be capped.
The LAO recommendsrejectionof theproposedcap becausethesavingscould
beoffsetby thefuture costof treatment.

MediCal Reform. The Budgetcalls for amajor programmaticrestructuringthat would
requirea FederalWaiver, Potential reform strategiescould include simplification, a
multkiered benefit structurefor mandatoryand optional beneficiaries,co-payments,
elimination of some services exceedingstandard private health insurancebenefit
packages,and expansionof managedcare to the aged, blind and disabled. The
Administrationprojects$400 million in savingsbeginningin F’! 2005-06.

The LAO notesthat the Governor’sproposalsare only broad conceptsfor discussion
and recommendsthat the Legislature direct the State Departmentof Health
Servicesto presenta moredetailed proposalat budgethearingsso that it can
assessthepolicy implicationsand potentialsavings.

The LAO further suggestsadditional opportunities for reform including providing
coordinatedcareto the aged,blind and disabled,simplifying eligibility for families by
combining Medi-Cal and Healthy Families coverage,improving the county eligibility
determinationprocess,studyingthe impactof recentFederalMedicare legislation, and
advocatingfor Federalchangesto the Medicaid Programthat could resultin a reduction
in Statecosts.

MediCal ManagedCare, The Budgetassessesa voluntary6 percentAccessQuality
Improvement Fee on Medi-Cal managedcare plans to leverage additional Federal
matching funds and reduce General Fund spending by $75 million. The LAO
recommendsapprovalof the Governor’sproposaland further recommendsthat
the Legislature explore the option of extending such a fee to mental health
managedcare.

SactoUpdate/sactolao analysisgovnrfy 2004-05bud 021804
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Medi-Cal County Administration Costs, The Budget implementsa plan to control
county welfaredepartmentcosts for Medi-Cal eligibility determinations. The control
plan would be submittedto county welfare departmentsby January2005 and include
productivity standardsand overall performancestandards.Trailer bill languagewill be
proposedto restrict countywage increasesto specifiedcost-of-living adjustmentsto
reducedisparitiesamong counties.The LAO doesnot provide any commentsor
recommendations.

HealthyFamiliesProgram. The Budgetproposesto cap enrollmentat theJanuary1,
2004 level and implementsa two-tieredbenefit package,including higherpremiumsfor
the more comprehensivepackage. The LAO recommendsthat the Legislature
rejectthis cap becauseit would createinequitablegapsin coverageandconflict
with implementationof policy changes,suchasthe“CHDP Gateway.”

Alcohol and Drug Programs. The Budget includes $597.8 million, an increaseof
$5.1 million abovethe F’! 2003-04level, for substanceabusepreventionprogramsand
$3.1 million for Drug Medi-Cal treatmentserviceswhich include perinataltreatment,
narcotictreatment,andoutpatientdrugfree therapy.

The LAO notes that the State’s substanceabusetreatment program for Medi-Cal
beneficiariesprovidesan inconsistentpatchworkof servicesand levels of support for
different modesof treatmentandtreatmentpopulations. The LAO recommendsthat
theexistingcommunity-basedsystemof carebe redesignedto provide counties
with broadnew authoritywith a new financialstructureto decidewhich modesof
treatmentwill be usedand how treatmentshould be provided. The LAO further
recommendsthat the State assumeresponsibilityfor the provision of narcotic
treatmentservices,and provide Buprenorphine,an alternativeto methadone,to
helpcontaintherising costof methadonemaintenancetreatment,

Mental Health

Early Periodic Screening,Diagnosis, and Treatment Program (EPSDT). The
Budget includes$787 million to provide EPSDT servicesand proposesvariouscost
control measures.TheLAO concurswith theAdministration’sproposal.

Children’sSystemof CareProgram.The Budgetsaves$20 million by eliminating the
program,claiming thatthe 170,000childrenservedundertheChildren’s Systemof Care
Programwill receive medical servicesthrough the EPSDTprogram. The LAO does
not provideanycommentsor recommendations,

Mental Health ManagedCare, The Budgetprovidesa $10 million increaseto reflect
increasedcaseload.The LAO recommendsthattheLegislatureexploretheoption

SactoUpdate/sactolao analysisgovnrfy 2004’OSbud 021804
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of imposinga “quality improvementassessmentfee” on mental healthmanaged
careproviders,who would be repaidthroughincreasedFederalreimbursements,

Sexually Violent Predators(SVP). The Governor’sBudgetproposesto shift thepre-
commitmentSVPsto local jails while they await commitmentproceedings. The LAO
recommendssupportfor theAdministration’s proposalto useStatehospitalbeds
morecost-effectivelyby divertingpre-commitmentSVPsto countyjails. The LAO
suggeststhat the Departmentof Mental Health be given the authorityto ask the
courts to transferfrom State hospitals to countycustody patientswho are not
guilty by reasonof insanity.(NGI) and/or incompetentto stand trial (1ST). The
Statefully fundstheSVP patientsbut not theNGI or 1ST patientsso thatthis would bea
costshift to counties.

SocialServices

CaIWORK5 Grants. The LAO is silent about the Governor’s proposal to reduce
CaIWORK5 Grants by 5 percent except to indicate it would result in savings of
$221 million in F’! 2003-04andF’! 2004-05.

CaIWORK5 Cost-of-Living-Adjustment (COLA), The LAO is silent about the
Governor’s proposal to suspendthe October2003 COLA and the July 2004 COLA
exceptto indicate that it would result in savings of $322 million in F’! 2003-04 and
FY 2004-05.

CaIWORK5Reforms:JobSearch.With respectto the Governor’sproposalto require
applicantsto searchfor a job asa condition of eligibility, the LAO recommendsthat
the Legislatureensurecountyprogrammaticand fiscal flexibility by making the
policya countyoption.

60-Day Plan Requirement.The LAO recommendsthat the Legislature consider
modifying the Governor’sproposalto requireacompletedwelfare-to-workplan within 60
days of the receipt of aid to give counties more flexibility in meeting this
requirement.

Core Work Activities, With respectto the Governor’sproposalto narrow the list of
activities that count toward the first 20 hours of required participation, the LAO
recommendsthattheLegislatureretainasmuchcountyflexibility aspossible.

Non-compliancegrant reduction, The Governor proposesto reduce grants to
childrenby 25 percent,if a sanctionedadult doesnot comeinto compliancewithin one
month. The LAO suggeststhat theLegislatureshouldweigh thesavingsfrom the
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proposal against the negative impact that the grant reduction may have on
familiesandchildren.

TemporaryAssistancefor NeedyFamilies (TANF). The LAO indicatesthat the
Administration’s methodto achieveGeneralFund savingsby increasingTANF
transfersto Title XX is aviableoption.

FoodStamps.The LAO recommendsrejectingtheGovernor’sproposalto repeal
recent legislation which expanded eligibility for food stamps, including
elimination of the Transitional Food StampsProgram(TFS). The LAO indicates
that eliminating theseeligibility expansionswould result in combined General Fund
administrativeand California Food AssistanceProgram(CFAP) savings of only $3.5
million in thebudgetyearwhile foregoing$203 million in Federalfoodcouponsfor low-
incotheCaliforniansanda lossof $4.5 million in GeneralFundrevenue,

County Block Grant for Immigrants. The Governorproposesto reducefunding for
certainStateprogramswhich serveimmigrantsby 5 percentandconsolidatethem in a
single block grant to counties. The LAO recommendsrejection becausethe
programsarenotwell-suitedfor local control.

Child Care. TheLAO indicatesthatthe Governor’sproposalsto significantly reformthe
State’s subsidizedchild care system lack sufficient detail for the Legislatureto weigh
budgetsavingsagainstthe lossof child careservicesfor low-incomefamilies,

FosterCare. The Administration assumessavingsin the amountof $72 million from
unspecifiedfostercarereforms. The LAO believesthat thesavingswill be significantly
lessthan budgeted. The LAO recommendsthat theLegislatureconsiderreforms
to the current specialized care increment rate structure and suggests the
developmentof a detailed plan, including funding sources, to increase the
number of available foster family homes through such means as providing
subsidizedchildcarefor working fosterparents.

In addition, the LAO recommendsincreasingthe administrativefunding for the
FosterCare Programand Adoptions AssistanceProgram by $150,000to fund
requiredcountyevaluationsof the State-onlychildren under the new Title IV-E
eligibility standardsas determinedby the Rasalesdecision, The LAO indicates
this county re-determinationprocessshouldsavethe State$5.5 million GeneralFund
asmorechildrenareshifted to theFederalprogram.

Adoptions AssistanceProgram(AAP), The LAO indicates that the current AAP
providesthe maximumfostercaregrantfor virtually everychild who is adoptedfrom the
fostercareprogram, regardlessof whetheror not that child would be “hard to place” in
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an adoptivehome,which hasturnedAAP into oneof thefastestgrowing social services
programsin termsof caseloadand cost. The LAO recommendsthe enactmentof
legislation that: 1) setsgrant levels at an amount that recognizesthe adoptive
parents’financial responsibilityfor their adoptivechildren; 2) betterties benefit
levels to theneedsof adoptivechildren; and 3) narrowsthedefinition of “special
needs” to focus the program’s financial assistanceon those children who are
likely to benefitthemostfrom suchaid,

In-HomeSupportiveServices, The LAO recommendsthat theLegislatureassessthe
impactof the Governor’sproposalto eliminateresidual (State-only)servicesbut makes
no policy recommendation, However, the LAO believes that the proposal to
eliminatepaymentto relativecaregivers merits approvalbecauseit is a service
reduction that canprobablybe absorbedby the family. The LAO did not make a
recommendationon the proposal to limit State participation in provider wages but
indicatesthatthe Legislatureshouldassessthe impactof this proposalon recipients,as
well astheestimatedsavings.

Community Care Licensing (CCL). With respectto the Governor’s proposal to
increase the CCL fees over the next three years, the LAO recommendsthe
enactmentof legislationto establisha fund for the CCL feesandmakethe funds
availableuponappropriationby theLegislatureto increaselegislativeoversight.

County Share of Child Support Collections. The LAO is not supportive of the
Governor’sproposalto eliminatethecountyshareof child supportcollections,indicating
it could createa further disincentivefor counties to invest in collecting child support
paymentsandinsteadrecommendsallowing countiesthat meetStateand Federal
performancemeasuresto keep their share (2,5 percent) of the assistance
collections.

JusticeandPublicSafety

TANF, The Governor’s Budgetfunds the juvenile probationservicesfor only the first
threemonthsof F’! 2004-05,eliminating all funding as of October2004, resulting in a
loss of $61.9million to the County ProbationDepartmentin F’! 2004-05and$83 million
in the following year. The LAO analysisindicatesthat the proposedTANF block grant
reductioncould result in the loss of coreprobationservicesfor juvenile offenders,lower
the level of public safety, and increaseGeneralFund costsdue to a greaternumberof
‘!outh Authority commitments. The LAO suggestsas an alternative that the
Legislatureconsidereliminating or suspendingthe Citizens’ Option for Public
Safety (COPS) and the Juvenile Justice Crime PreventionAct (JJCPA) grants
program(if theseprogramsare not eliminatedaspart of an alternativeto the property
taxshift).
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COPS. The Budgetmaintainsthe $100 million currentfunding. The LAO indicatesthat
this program lacks a specific measurablestatewideobjective and that its elimination
would likely havea minimal effect on public safety. Elimination would resultin a lossto
the Countyof approximately$7.4 million,

JJCPA. The Budgetmaintainsthe $100 million currentfunding. The LAO notesthat in
manycounties,a significantportionof theJJCPAgrantsallocatedin F’! 2004-05will not
be spent until F’! 2005-06, giving those counties a year to adjust to the loss.
Elimination would result in a loss to the County of approximately$28 million.

Booking Fees. The Governorproposedto eliminate the reimbursementto cities and
specialdistricts for bookingfeespaid to counties,aswell asthe authorityof countiesto
chargebookingfees. The LAO recommendsthatthe reimbursementbe eliminated
but opposestheeliminationof countyauthority,

CYA Sliding Scale. The LAO recommendsthat the sliding scalefee for county
commitmentsto theCalifornia Youth Authority be replacedby a flat ratecovering
thefull costto theState,

ParoleReforms, The LAO recommendsthattheLegislatureexploreopportunities
for additional savings by expanding parole reforms to reduce the prison
populationwhich could increasecoststo local agencies.

Transportation

StateTransportationImprovementProgramand Prop42. The Governor’sBudget
proposesto reschedule$2.6 billion in projectsinto subsequentfiscal yearsresulting in
the loss of $30.5 million to the County in F’! 2004-05. It also suspendstransfer of
$1,127billion, including $179.5million to local governmentswhich will resultin a loss of
$18 million to the County for repavingstreetsin unincorporatedareasin F’! 2004-05.
The LAO recommendsthat transportationfunding be stabilized by: 1) asking
votersto repealProposition42; 2) increasingthegastax to replaceProposition
42 funding; and3) indexingthegastaxto adjustfor inflationary costincreases.

ResourcesandEnvironmentalProtection

Natural Resources. The Budget recommendsincreasingState Park fees to raise
$18 million to offset General Fund reductions,reducingfunding for the Departmentof
Fish and Game for streamclearanceand restorationactivities by $1.8 million, and
increasing funding for implementation of the Marine Invasive Species Act by
$1.2 million. The LAO supports these actions, but also recommendsthat the
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Legislaturesetparametersfor parkfees,andthatgreateruseof contractservices
be explored.

The Budget defers appropriation of funds from Propositions 40 and 50 while the
Administration explores ways to reorganize and streamline resource conservation
efforts. The LAO recommends that the Legislature obtain reports from the
Administration and consider whether the proposals are consistentwith the bond
measuresand prior legislative direction. The LAO also recommendslegislation to
reducetheState’sshareof funding for federallyauthorizedflood control projects,
with estimatedsavingsof $115to $230 million in future years.

Environmental Protection, The ProposedBudget recommendsa decreaseof $35
million for the Air ResourcesBoard, largely dueto expirationof $29.6million in one-time
grant funding. The ProposedBudgetalso reducesWater ResourcesControl Board
appropriations by $10 million, impacting implementation of statewide septic tank
standards,water quality managementand planning, and investigation of emerging
pollutants, including Chromium 6. The Proposed Budget recommendsthat the
IntegratedWaste ManagementBoard use $52.3 million from the Electronic Waste
Recoveryand RecyclingAccount for implementationof the ElectronicWasteRecycling
Programto reducethehuge stockpileof electronicdevices,suchascomputermonitors
and televisions. The LAO does not comment on these actions, but does
recommendthat some costsbe shifted from the General Fund to fees, suchas
charging private propertyownersfor State fire protectionservices,saving$150
million, and raising developerfees for coastaldevelopmentpermitting, saving
$7,8million. The LAO alsorecommendsthatthe “beneficiary pays” principle be
applied to the CALFED Bay-Delta Program, by establishinga fee on a broad
groupof wateruserswho benefitfrom CALFED activities.

GeneralGovernment

Public Library. The Governorrecommendedcontinuationof thecurrentyear funding
level. The LAO, as part of their alternative to the property tax shift, is
recommendingelimination of the Public Library Foundation which provides
approximately$1.6 million to theCounty Library.

Land Use

Housing Element, Undercurrent law, everycity and county is requiredto preparea
Housing Element as part of its General Plan which assessesthe condition of the
housingstockand outlinesa five-year plan for housingdevelopment. The Governor’s
Budget proposesto defer reimbursementfor the mandatedportions of the Element.
The LAO indicatesthatthis regionalplanning mandatecostsmorethan theLegislature
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expected and does not ensure the construction of affordable housing. The LAO
recommends that this mandate be eliminated.

DEJ:GK
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c: Executive Officer, Board of Supervisors
County Counsel
Local 660
All Department Heads
Legislative Strategist
Coalition of County Unions
California Contract Cities Association
Independent Cities Association
League of California Cities
City Managers Associations
Buddy Program Participants
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